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Students* Department
Edited by Seymour Walton, C.P.A.
(Assisted by H. A. Finney, C.P.A.)
INSTITUTE EXAMINATION
November, 1918
In regard to the following attempt to present the correct answers to
the questions asked in the examination held by the American Institute of
Accountants in November, 1918, the reader is cautioned against accepting
the answers as official. They have not been seen by the examiners—still
less endorsed by them.

ACCOUNTING THEORY AND PRACTICE
Part II, Continued.

Question 12.
Enumerate the essential heads of information which ought to be brought
out in statements prepared for the information of bankers, for credit
purposes. Would you or would you not amplify such information in a
statement prepared for the information of
(a) Officers and directors;
(b) Shareholders of a company?
Answer.
First there should be a statement of assets and liabilities:
Assets
Cash on hand and in bank
Notes receivable of customers (not transferred)
Accounts receivable of customers (not transferred)
Accounts and notes of officers (not transferred)
Merchandise finished (how valued)
unfinished (how valued)
raw material (how valued)
Land owned, used for this business
Buildings owned, used for this business
Machinery owned, used for this business
Investments (how valued)
Other assets, if any
Total assets
Liabilities
Notes payable for merchandise
Notes payable due to own banks
Notes payable to others
Accounts payable to outsiders
Accounts payable to officers and stockholders
Bonded debt (due ................ )
Mortgage debt other than bonds
Chattel mortgages
Total liabilities
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Capital

Surplus, including undivided profits
Total
There should then be given certain statistics and other information
usually required by the forms furnished by the banks, such as:
The insurance carried on merchandise, buildings and machinery;
Statement of the business and results for previous year, as:
Sales for year
Gross profit on sales
Expense of conducting business
Net profit
Other income, including that from investments
Combined profit
Dividends for periods from .............to
Bad debts for periods from ............. to
Contingent liabilities: notes receivable discounted, not included in
assets; other contingent liabilities;
Statement that no accounts receivable are pledged or assigned, or else
statement of amount so assigned and of other assets pledged.
There may be other information as to seasons of greatest activity,
usual terms of purchases and of sales, etc.
(a) In a report to the officers and directors additional information
should be given as to the course of the business. A condensed statement,
supported by schedules of details, should be rendered showing the sales;
the cost of manufacture, with percentages of detail costs to total; the
cost of sales; the general expense and the financial expense, showing the
details of all of them and the percentages to sales, the net profit per
centage to sales proving the figures by making 100 per cent. If all these
percentages are exhibited for a number of previous years, valuable in
formation may be obtained as to the course of the business.
(b) In a report to stockholders less detail need be used than in the
report to the directors, but the main facts should be given.
Question 13.
On December 31st the office of a company with which you have pre
viously been connected as auditor is burned and all its records completely
destroyed. Its plant is, however, saved, and its business can be continued
without any break. You are called upon to assist in the preparation of a
balance-sheet and open up new books without delay. How would you
proceed? You have in your possession a balance-sheet prepared by your
self at the close of the preceding year. You will incidentally also be
required to prepare the company’s returns for income tax purposes.
Answer.
The question states that only the office is destroyed; therefore the
plant and the inventories of materials, supplies, goods in process and
finished goods can be valued and put on the books at once. The bank
balance can be ascertained with virtual exactness, after allowing time
for outstanding cheques to be presented. This will cover all the assets
except the accounts and notes receivable. To ascertain these it will be
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necessary to obtain from the traveling men the names of all their cus
tomers and a copy of all the orders they have taken since a certain date,
the time depending on the character of the accounts as to usual prompt
ness of payment. Beginning with the December sales, request that each
customer who bought in that month send in the invoices sent him, the
statement rendered him on December 1, and either the cheque itself or a
copy of it including endorsements, if he paid anything during the month.
The invoices can be checked against the records of the transportation
companies and the cheques against the deposit slips in the bank. For
November, the December customers may be ignored as accounted for; for
October the November customers would also be eliminated, and so on. In
this way the accounts receivable could be built up again with a very good
degree of accuracy, and all recent notes given by customers would also be
traced.
The accounts payable would be ascertained very quickly from the
monthly statements rendered by creditors as at December 31. It is almost
certain that the officers of the company would remember to whom notes
payable had been given, so that they could be easily checked up.
With the assets and liabilities thus ascertained and put upon the books,
the net worth of the company would be disclosed. By comparison with
the condition shown by the balance-sheet of the preceding December 31,
the profit of the year could be found by the single entry method and the
new books could be opened with very nearly accurate figures.
For the income tax the company should state the situation frankly, re
porting the profits and how they were ascertained. They should also agree
that in case any customers who might have been overlooked should remit
of their own accord, a supplementary report would be made and the proper
additional tax paid.
Question 14.

Define corpus and income and state clearly what they mean in dealing
with the accounts of a decedent’s estate. Outline the books you would
keep in order properly to record transactions affecting such an estate, it
being assumed that the will calls for the division of the estate into a
number of trusts, some of which carry life rents to certain beneficiaries
with a different application ultimately of the principal.

Answer.
The corpus or principal of an estate is the total of all the assets
belonging to the decedent at the time of his death, whether known at that
time or subsequently discovered. Charged against the corpus, and there
fore reducing it, are all the debts due by the decedent, including the
expenses of his last illness and of his funeral. Ordinarily real estate is
not included among the assets, but it may be if the will so provides.
The income of an estate consists of interest and dividends on securities
and rentals less expenses of real estate if any is included in the assets.
The question as to whether extraordinary dividends, either in stock or
cash, belong to the corpus or to income or are to be apportioned between
them has been decided differently in different states. The only safe thing
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to do in case the corpus and income belong to different persons is to
procure a ruling of the court as to the classification of such dividends.
If property included in the corpus is sold at a higher price than that at
which it was inventoried, the increase is not a profit to be considered
income. It is an addition to the corpus itself, classed as increase in
principal. In the same manner if sold at less than inventory value the
difference is not a loss chargeable against income, but is a decrease of
principal.
Interest accrued on bonds, mortgages and notes receivable at the date
of the death is part of the corpus. In Great Britain dividends received
on stocks are also apportioned between principal and income, when they
are paid, but in this country it is generally considered that dividends belong
to the period in which they are declared, and do not accrue from day
to day.
The only books of account necessary are a cashbook, journal and
ledger. The cashbook and journal should have separate columns for
principal and income. There should be an account on the ledger with
each asset charged at the value at which it appears in the inventory filed
in the probate (surrogate’s) court, the offsetting credit account being
estate. As claims against the estate are allowed they are charged to
estate and credited to debts of testator. The funeral and other expenses
of the corpus may be charged direct to estate or first to appropriate
accounts. A single account may be kept with income or separate accounts
with each class of income. There would be an account with expense
income for any expenses chargeable against income. Authorities differ as
to the proper distribution of some of the current expenses of the executor.
When a trust is provided for by the will an entry is made debiting
estate and crediting X trust. At the same time the securities designated
for the establishment of the trust are appropriated to that purpose by an
entry debiting X trust fund and crediting the account representing the
securities. If the whole estate is put into one or more trusts, there will
be no necessity for the fund accounts. When a trust ceases the entries
creating it are reversed, reopening estate account, which is then closed by
division among the residuary legatees.

Question 15.
State the rules which govern the treasury department either under law
or under its official rulings with relation to the deduction of any four
out of the following seven classes of deductions from gross income in
preparation of returns of net revenue:
(1) Bad debts and reserves for them;
(2) Depreciation of horses;
(3) Depletion of coal in a coal mining company;
(4) Depletion of oil in an oil producing company;
(5) Donations and charity;
(6) Salaries of officers of a corporation;
(7) Excess profits tax in its relation to income tax and vice versa.
Answer.
(1) Reserves to take care of anticipated or probable losses are not
proper deductions from income.
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A bad or worthless debt, as contemplated by the law, which may be
deducted in a return of income, is a debt which has been ascertained to be
worthless and actually charged off during the taxable year.
(2) There is permitted a deduction of a reasonable allowance for the
exhaustion or wear and tear of property arising out of its use in the
business or trade. This would cover horses.
(3) A reasonable allowance for the depletion of a mine, not to exceed
the market value in the mine of the product thereof which has been mined
and sold during the year for which the return and computation are made.
(4) A reasonable allowance for actual reduction in flow and produc
tion of oil wells, to be ascertained not by the flush flow but by the settled
production or regular flow.
(5) Contributions or gifts actually made within the year to corpora
tions or associations organized and operated exclusively for religious,
charitable, scientific or educational purposes, or to societies for the pre
vention of cruelty to children or animals, no part of the net income of
which inures to the benefit of any private stockholder or individual, to an
amount not in excess of fifteen per centum of the taxpayer’s taxable net
income as computed before the deduction of this item. Such contributions
or gifts shall be allowable as deductions only if verified under the rules of
the department.
(6) Such amounts as corporations actually pay as fair and reasonable
compensation for the services rendered by the officers, such salaries not
being dependent upon the profits earned by the corporation, as the officers
are presumed to render services equally valuable regardless of the fact
that the net earnings may differ from one year to another.
Special payments made to officers who are stockholders, in the guise of
additional salaries or compensation, the amount of which is based upon
or bears a close relationship to the stockholdings of such officers or capital
invested by them in the business of the company, will be regarded as a
special distribution of profits or compensation for the capital invested and
not payment for services rendered. Payments under the latter conditions,
being in the nature of dividends, will not be deductible from gross income.
Salaries of officers who are stockholders will be subject to careful
analysis, and if they are found to be out of proportion to the volume of
business transacted, or excessive when compared with the salaries of like
officers of other corporations doing a similar kind or volume of business,
the amount so paid in excess of reasonable compensation for the services
will not be deductible from gross income, but will be treated as a dis
tribution of profits.
(7) The law provides “that in assessing income tax the net income
embraced in the return shall also be credited with the amount of any
excess profits tax imposed by act of congress and assessed for the same
calendar or fiscal year upon the taxpayer and, in the case of a member
of a partnership, with his proportionate share of such excess profits tax
imposed upon the partnership.”
Income taxes are not deductible from profits in arriving at the amount
due for excess profit tax.
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Question 16.
Give a pro forma monthly operating and profit and loss statement for
any one of the following industries, introducing a statistical statement
showing unit costs or any other useful cost data which may be practical:
(a) A brewery;
(b) A flour mill;
(c) A coal mine;
(d) An oil development company with producing wells;
(e) A foundry;
(f) A rolling mill producing steel rails.
Answer.
To attempt to answer as to all six of these industries would take up
more space than can be afforded. Therefore, only one answer is given, in
accordance with the terms of the question, the example chosen being that
of a foundry.
Exhibit A
THE BLANK STEEL FOUNDRIES
Profit and Loss Statement
Month of ............. 191...
Total
Per ton
Gross sales
Deductions
Discount and royalty
Freight
Miscellaneous allowances
Total deductions
Net sales
Deduct
Manufacturing cost of sales (exhibit B)
Depreciation
Gross profit on sales
Deduct
Selling expense (detailed)
Administrative and general expense (detailed)
Total
Net profit from operations
Add
Miscellaneous income
Interest, discount and exchange
Income from investments
Sinking fund profits
Miscellaneous
Total profit and income
Deduct
Interest charges
Net profit
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Exhibit B
Monthly Summary of Cost of Production
Amount
Per ton—Good
Labor Material Total Labor Material Total
Melted metals
Pig iron
Gross scrap
Other metals
Total metals
Furnace sundries
Labor and material
Stores
Other charges
Total
Less scrap recovered
Total melted metal

Direct labor
Molding
Core
Cleaning and machining
Total direct labor
Special charges
Patterns
Outside machining
Special rigging
Total special charges
Burden
Main productive departments
Molding
Core
Cleaning and machining
Annealing
Total main prod. depts.

Auxiliary depts.
Steam, power and light
Yard
__________________________________________
Total auxiliary depts.
Repairs
Melted metals
Furnace rebuilding
Other
Molding
Depreciation metal flasks
Other
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Core
Cleaning and machining
Annealing
Steam, power and light
Yard
Works general expense
Other operating expense
Total repairs
Works general expense
Works administration expense
Inspection
Shipping
Pattern department burden
Repair department burden
Test castings
Safety expense
Total works general expense

Other operating expense
Loss on defective
Insurance and taxes
General operating expense
Experimental and dev. exp.
Total other operating expense

Total burden
Total cost

Monthly Statistics
Product

of

Charge

Net tons

Per cent

Good castings
Scrap
Defective castings
Slag castings
Heads, gates, etc.
Lost heats
Total scrap
Loss
Natural waste
Melting and foundry loss
Total loss

100%

Total
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ACTUARIAL QUESTIONS (OPTIONAL).

Question 17.
A corporation wants to retire a debt of $105,000 bearing 5% interest
payable annually. The tenth payment, including interest, is to be $15,000.
The other nine periodical payments are all to include interest and to be
of the same amount. Required the amount of each of such nine payments
(1.059=1.551328).
Answer.
The problem is a little uncertain, as “retire a debt” may mean that
the annual payments are to be made to the creditor or that a sinking fund
is to be created. The nine annual payments would be the same in either
case, but the methods would differ.
Assuming that the payments are to be made to the creditor, the last
$15,000 pays the balance of the principal outstanding at the end of the ninth
year plus interest thereon at 5 per cent. Hence
$15,000 ÷ 1.05 = $14,285.71, unpaid principal beginning of 10th year.
Therefore
Total debt
105,000.00
Debt paid end of 10th year
14,285.71

Debt to be provided for in first nine years

90,714.29

Since the interest is to be provided in the annual payments in addition
to the principal, this $90,714.29 is also the present value of the annuity of
rents to be provided—that is, if the amount of $90,714.29 were deposited at
5 per cent interest it would provide the required annuity to cancel the
debt and interest.
The payments are computed as follows:

First, find the present value which will produce rents of $1
.551328 (comp. int.) ÷ 1.551328 (amount) = .355391 (comp. disc.)
.355391 ÷ .05 = 7.10782, present value of 9 rents of $1

Then, if $7.10782 produces rents of $1.00, $90,917.29 will produce rents
equal to the number of times 7.10782 is contained in 90,714.29.

$90,714.29 ÷ 7.10782 = $12,762.60, the amount of each of 9 payments
necessary to pay $90,714.29
But in addition the corporation must pay in each of the 9 years 5 per
cent interest on the $14,285.71 principal remaining at the end of the 9th
year, not included in the above.
Annual payment as determined above
Add 5% on $14,285.71

12,762.60
714.29

Total annual payment

13,476.89
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The correctness of this annual payment is proved as follows:
Table Showing Reduction of Principal
Balance
Year Payment
Interest Reduction of Principal
of principal
105,000.00
1
13,476.89
5,250.00
8,226.89
96,773.11
2
13,476.89
4,838.66
8,638.23
88,134.88
3
13,476.89
4,406.74
9,070.15
79,064.73
4
13,476.89
3,953.24
9,523.65
69,541.08
5
13,476.89
3,477.05
9,999.84
59,541.24
13,476.89
6
2,977.06
10,499.83
49,041.41
7
13,476.89
2,452.07
11,024.82
38,016.59
8
13,476.89
1,900.83
11,576.06
26,440.53
13,476.89
9
1,322.03
12,154.86
14,285.67
15,000.00
10
714.28
14,285.72
0
136,292.01
31,291.96
105,000.05
There is an overpayment of 5 cents, which is caused by odd fractions
of cents and is too trivial to notice.
If the intention is to create a sinking fund, the entire debt of $105,000
will be outstanding the tenth year, and the interest thereon will be $5,250,
so that there will be 15,000—5,250, or 9,750, added to the fund the last year.
Therefore, of the total principal or fund of
105,000
The last year will provide
9,750

And the first 9 years’ contributions will provide
95,250
But at the end of the first nine years it will not be necessary to have
$95,250 in the fund, as the amount accumulated at the end of the ninth
year will earn a year’s interest during the tenth year. Hence
95,250 ÷ 1.05 = 90,714.29 the amount of 9 rents at end of 9th year.
Amount of rents of 1 = .551328 ÷ .05 = 11.02656
90,714.29 ÷ 11.02656 = 8,226.89 annual payment to pay principal
Add
5,250.00 annual interest

Total annual payment 13,476.89 (as above)
Table Showing Accumulation of Fund
Year
Cash Interest paid Added to fund Interest earned
1
13,476.89
5,250
8,226.89
2
13,476.89
5,250
8,226.89
411.34
5,250
8,226.89
843.26
3
13,476.89
8,226.89
4
13,476.89
5,250
1,296.76
8,226.89
5
13,476.89
5,250
1,772.95
8,226.89
2,272.94
6
13,476.89
5,250
7
13,476.89
5,250
8,226.89
2,797.93
5,250
8,226.89
8
13,476.89
3,349.17
8,226.89
9
13,476.84
5,250
3,927.97
5,250
9,750.00
4,535.72
10
15,000.00

Total fund
8,226.89
16,865.12
25,935.27
35,458.92
45,458.76
55,958.59
66,983.41
78,559.47
90,714.33
105,000.05

21,208.04
52,500
136,292.01
83,792.01
Of course, in an examination only one of these methods need be given.
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Question 18.
A $10,000 five per cent semi-annual coupon bond is bought on a 4
per cent basis due 1½ years hence. What did it cost?

Answer.
On an investment of $10,000 the purchaser would be satisfied with an
interest return of 4 per cent per annum, or 2 per cent per period of six
months. Instead of 2 per cent or $200 each period, he receives 2½ per
cent, or $250. Therefore, in addition to a satisfactory interest he receives
a periodical sum or annuity of $50 for three periods. It is required to
determine what he shall pay for this annuity, money being worth 4 per
cent per annum—in other words, to find the present value of this annuity.
First find the present value of 1.
Let P equal present value desired; I, the compound interest on $1 at the
given rate for the number of periods; a, the accumulated value of $1 at
the given rate for the number of periods; i, the given rate of interest.
I÷
a
The formula is P =---------- that is, it equals the compound interest
i
divided by the accumulated value of $1 at compound interest, and that
quotient divided by the rate of interest. In this case,
I = .061208, the compound interest at 2% on $1 for 3 periods
a =1.061208, accumulated value of $1 at 2% for 3 periods
.061208 -4- 1,061208 = .057678 the first quotient
.057678 -4- .02 (rate of interest) = 2.8839. Therefore P = $2.8839 or
the present value of an annuity of $1 at 2% for 3 terms.
$2.8839 X 50 = $144.20, the present value of an annuity of $50 at 2%
for 3 terms.
Therefore the purchaser would pay for the 4% rate
10,000.00
And for the additional 1 per cent
144.20
Total cost

10,144.20

However, if the examinee does not remember the formula (small blame
to him if he doesn’t) there is an easier way to answer the question.
The purchaser is to receive $50 at the end of each of 3 periods of 6, 12
and 18 months respectively. For these three amounts he is to pay their
present value at 2 per cent compound interest. The present value of $50
at the end of 6 months is that sum which, invested at 2% will produce $50.
In other words $50 is 102% of that present value, and $50 divided by
1.02, or $49.02, is the present value of $50 due 6 months hence. In the same
way $50 due 12 months hence is the present value plus 2% compound
interest on the present value for two terms. The compound interest being
4.04 per cent, $50 is 104.04 per cent of the present value, and $50 divided
by 1.0404 equals $48.06, the present value of the second payment of $50,
and so on.
But, 1.0404 = 1.02 X 1.02, therefore 50 ÷ 1.0404 is the same as
(50 ÷ 1.02) ÷ 1.02. We have seen that 50 ÷ 1.02 = 49.02; therefore,
substituting, 49.02 ÷ 1.02 = 48.06, the present value of the second $50.
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In the same way, the present value of the third payment is found by
dividing the present value of the second by 1.02. If there were more terms
the present value of each would be found by dividing the present value
of the one immediately preceding by 1.02.
Without all this explanation, a short answer is as follows:
In addition to the 4 per cent interest on $10,000, the purchaser gets an
annuity of $50 for three terms of 6 months each, for which he is to pay
the present value at 2 per cent.
49.02
$50.00 ÷ 1.02 = present value of first term
49.02 ÷ 1.02 =
“ second term
48.06
“ third term
47.12
48.06 ÷1.02 =

$144.20

Total value of annuity
This is proved by the following statement:
Original investment
Coupons collected
Less 2% on $10,144.20

10,144.20

250.00
202.88

Principal end of 6 months
Coupons collected
Less 2% on $10,097.08

250.00
201.94

Principal end of 12 months
Coupons collected
Less 2% on $10,049.02

250.00
200.98

47.12
10,097.08

48.06
10,049.02

Principal due at end of 18 months

49.02
10,000.00

RESERVE FOR TAXES
Editor, Students’ Department:
Sir : Will you kindly give me your opinion on the following paragraph
copied from a publication of recent date:
“Our advice is to establish an adequate reserve against taxes, but not
to charge the taxes, when paid, against the reserve. Instead, charge them
as 'current expenses’ when paid, and let the reserve remain as part of
surplus. The mere setting up of a reserve for taxes does not in itself
reduce the invested capital. It is only when the tax as paid is charged
against the reserve that invested capital is reduced. You would get the
same effect by charging the taxes, when paid, against the surplus.”
It is not clear to me how the above advice can be followed. In setting
up a reserve for taxes, would one not be obliged to charge taxes, and in
charging the actual payment of taxes to expense, would it not make a
double charge for the same expense? Your opinion will be greatly
appreciated.
Respectfully yours,
Bridgeport, Connecticut.
H. H. C.
It would be hard to make it clear to any one how a reserve for taxes
could be set up without charging “taxes,” which as all of us who are not
exempt from income tax know is an expense and not an asset. It must
be included among the debits to profit and loss in closing the books. The
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reserve that has thus been set up is not a part of surplus; it is a direct and
active liability. In fact the word “reserve" is used only as a convenience.
The amount of the taxes is a liability to the government and the account
could better be called “Due government for taxes.” It is much more
active than most other liabilities, because it is subject to penalty and
heavy interest if not paid promptly.
However, the charge of taxes to profit and loss is made in closing the
books of the year for which the taxes are levied, but the actual amount
is not paid until the next year. So far all is well. If, when the taxes are
actually paid, they are again charged as current expenses, and the same
practice is followed in each subsequent year, there is no duplication of
taxes in any one year, because there is only one such expense charged each
year. The error consists in charging the second year with the same taxes
as the first year, the third year with the taxes of the second, and so on.
If the taxes were exactly the same each year no harm would be done,
but if they vary, the true condition is not shown, either as to the tax
expense of each year or the liability to the government at the end of
each year, since the reserve for the taxes of the first year remains the
reserve for all subsequent years.
That is, if the taxes for 1916 were $1,000, there would be a charge on
December 31, 1916, of $1,000 as tax expense, offset by a reserve of the same
amount. If the taxes of 1917 were $2,000, there should be a reserve of
$2,000 set up on December 31, 1917, to offset—the actual payment of $1,000
having been charged to the reserve account. But if the plan quoted were
adopted, the charge for tax expense in 1917 would be only $1,000 and the
reserve on December 31, 1917, would also be $1,000, although there actually
existed a liability of double that amount. In 1918 the actual payment of
$2,000 is charged as tax expense, although the real tax for that year is
$4,000, and the balance-sheet shows a liability of only $1,000 still, in spite
of the fact that four times that amount of liability actually exists.
Some persons, especially lawyers, have the idea that nothing counts
unless actual money is spent. It is not true that “it is only when the tax
as paid is charged against the reserve that invested capital is reduced.”
The reserve is a liability and as such it reduces the total of the net assets
as much as if the tax had been paid in advance, instead of being deferred.
This is the accounting principle; the expense and the liability are both
incurred when the reserve is set up. The fact that the federal government
does not allow the deduction of its own taxes as an expense is an anomaly
that governs the preparation of the tax schedules but not the accounting
procedure.
It is announced that the firm name of Webster & Mills has been
changed to Mills & Company, as of March 1, 1919. The address remains
unchanged, 42 Broadway, New York.

H. C. Crane, C. G. Trost and H. A. Trost announce the formation of a
partnership with offices at 817-818 First National Bank building, Mont
gomery, Alabama.
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